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Value-relevance of Cash Flow Information in Chinese Capital Market: 
A Further Investigation 
ABSTRACT 
Prior studies on the information content of cash flow from operations in the 
Chinese stock market do not find a significant association between stock returns and 
cash flow from operations estimated from data in financial statements. This study uses 
the mandatory cash flow disclosure data to re-examine the value relevance of cash 
flow from operations. It also investigates whether Chinese investors price funds-based 
earnings components differently. Moreover, it compares the value relevance of cash 
flow from operations and earnings in a group of firms which are more likely to 
manipulate earnings, therefore have less reliable reported earnings. Based on 1,501 
firm-year observations of listed Chinese firms during 1998 and 1999, both long-term 
association and event studies suggest a significant association between share values 
and cash flow from operations before and after controlling for accounting earnings 
effect on stock returns. The evidence suggests that the disclosure of information on 
cash flow required by the new CSRC regulations is useful to investors in their 
valuation decisions. The results also indicate that cash flow from operations is more 
strongly associated with stock returns than accruals. However, there is no evidence 
indicating different market valuation on current accruals and non-current accruals. 
Consistent with the prediction, for firms with less reliable earnings, cash from 
operations explains more share variation than earnings. By contrast, for firms with 
more reliable earnings, earnings data has more influence on stock variations than does 
cash flow from operations. The evidence indicates that Chinese investors discount the 
quality of earnings for the manipulating firms and use cash flow information which is 
less subjective to manipulation. This study provides new empirical evidence on the 
value relevance of cash flow information for the emerging Chinese market. The 

















The Value-relevance of Cash Flow Information in the 
Chinese Capital Market: A Further Investigation 
1. Introduction 
The purpose of this paper is to examine whether the new mandatory cash flow disclosure 
provides useful information to investors in the emerging Chinese capital market. Some 
researchers have examined (Haw et al.，2000; He, 2000) the value-relevance of cash flow from 
operations in China. These studies are mainly based on estimates of cash flow from operations 
and have not identified any significant market association with the estimated information. The 
researchers attribute these insignificant results either to Chinese investor's functional fixation on 
earnings or to measurement errors in the estimation. Contemporary accounting studies in mature 
markets have raised doubts about the validity of estimates of cash flow from operations. Bahnson 
et al. (1996) argued that the estimation of cash flows from operations relies on a false 
presumption of an articulation between the balance sheet and the income statement accounts 
which can lead to estimates that differ substantially from the actual amounts. As a result, the 
estimated cash flow from operations may contain substantial errors, and not provide reliable 
information to investors. The mandatory cash flow disclosure, on the other hand, is more direct 
and accurate, and can be a better tool for evaluating the future cash generating potential of a 
firm's current and future investments. Recent studies (e.g. Cheng et al., 1997; Pfeiffer et al, 
1998, 1999) using the SPAS No. 95 Statement of Cash Flow disclosure document the value-
relevance of the mandatory disclosure of cash flow from operations. The first objective of this 
study is to re-examine the information content of cash flow from operations in the Chinese 
market using cash flow data which is mandatorily disclosed since 1998. 
According to the new requirements on cash flow disclosure, Chinese listed firms must 
report cash flow information not only in direct method but also in indirect method in footnotes to 
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Cash Flow Statement. The indirect method of the disclosure shows how earnings can be 
attributed to cash flow from operations through adjustment for current accruals and non-current 
accruals. Accordingly, investors can easily break down earnings into funds-based components-
cash flow from operations, current accruals and non-current accruals. The requirement to report 
such information rests on the premise that disaggregated disclosure is more informative to 
investors. Studies in mature markets (e.g. Pfeiffer et al., 1998, 1999; Barth, 1999，2001) have 
documented different relationships between various earnings components and abnormal returns. 
However, related studies on the Chinese market have not identified the different market 
valuation on earnings components, so there is no evidence as to whether the new disclosure 
requirement will achieve the regulatory goals. In order to provide empirical evidence on this 
aspect, the second objective of this study is to evaluate whether the Chinese market prices these 
funds-based earnings components differently. 
Previous studies，both on mature markets and on the emerging Chinese market, have 
documented the significant effect of earnings on a firm's security prices. Some studies such as 
Dechow (1994) claim that accrual-based earnings is a superior measure of a firm's performance 
than cash flows because the latter has more severe timing and matching problems and is less 
likely to reflect the firm's true performance. On the other hand, Bartov et. al. (2001) suggests 
that the superiority of earnings over cash flow is not universal, rather, it depends on the national 
reporting regime and attendant institutional factors. Furthermore, the use of accrual-based 
earnings has been criticized because it is based on historical cost and because these reported 
earnings may be manipulated by managers for various purposes. While cash flow from 
operations is unaffected by the accounting of accruals and non-operating income and 
consequently avoid some sources of potential manipulation, it can be a more reliable measure of 
a firm's performance. Empirical evidence has suggested that a large number of Chinese listed 
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firms manipulate earnings to meet the regulatory requirements for rights offerings and to avoid 
delisting of their shares (Haw et al., 1999; Chen and Yuan, 2000). Since the quality of auditing in 
the Chinese market is perceived to be low, some critics argue that earnings information in the 
Chinese capital market may not be reliable and useful to investors. This gives rise to the question 
whether Chinese investors rely on cash flow information rather than on earnings for the valuation 
of a firm, when the reliability of reported earnings is suspect. In order to answer this question, 
the third objective of this study is to assess which information, cash flow from operations or 
earnings, is more relevant to investors by focusing on listed firms which are more likely to 
manage their earnings. In the light of the findings of Haw et al. (1999) and Chen and Yuan 
(2000), I split the full sample into two sub-samples. The first group consists of firms, which had 
reported losses in the previous year and those reporting marginal earnings at the profitable levels 
regarding rights offering required by the Chinese Security Regulation Commission (the CSRC). 
They are more likely to manipulate earnings and thus have less reliable earnings. The second 
group consists of the rest of the firms which are less motivated to manage income and thus have 
more reliable earnings. I predict that cash flow information is more useful than earnings 
information for the first group and vice-versa for the second group. 
Studies in mature markets generally document a link between share values and cash flow 
information (Wilson, 1986,1987; Bo wen et al, 1987; Livnat and Zarowin, 1990; All, 1994; 
Cheng et al.，1996, 1997). However, such findings may not be applicable to the emerging 
Chinese market. First, Chinese investors are perceived to be relatively less sophisticated than 
those m mature markets. Second, the disclosure system in China is quite different from that in 
mature markets. While earnings information is available to investors earlier than cash flow 
information in mature markets, all accounting information is disclosed on the same date through 
Chinese newspapers. Therefore, in China, the relatively concentrated information release 
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channels and the identical announcement date constitute a unique setting for assessing the impact 
of the new mandatory disclosure of cash flow information on the stock market. 
The three research questions are investigated by regressing stock returns on earnings, 
cash flow from operations and other funds-based earnings components. The analysis is based on 
a sample of 1501 firm-years for listed Chinese firms during 1998-1999 with financial industry 
excluded. Both the long-term association and event-window tests suggest that cash flow from 
operations have incremental (relative) information content on earnings in the Chinese stock 
market. 
Decomposing earnings into cash flow from operations, current accruals and non-current 
accruals, as required for the footnotes to the Cash Flow Statement, I find strong evidence 
indicating that Chinese investors attach more weight to the cash components of earnings than to 
the accruals components. This is consistent with previous studies in mature markets (Bowen et 
al., 1987; Rayburn, 1986; Ali, 1994; Cheng et al.，1996; Pfeiffer et al., 1999). However, there is 
no evidence indicating that investors differentiate current accruals and non-current accruals in 
their valuation decisions. 
Consistent with prediction, the results suggest that when earnings are less reliable due to 
the incentive for manipulation, cash flow from operations is more value-relevant than earnings. 
For the firms with more reliable earnings, earnings are more useful to investors than cash flow 
from operations. This implies that Chinese investors discount the quality of earnings reported by 
a firms which appears to manipulate its earnings and use cash flow from operations that is less 
subject to manipulation. 
This study contributes to current literature by providing fiirther evidence of the value 
relevance of cash flow information in the emerging Chinese market. Also, it has implications for 
Chinese regulators as it provides useful insight on whether the new policies on cash flow 
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disclosure are achieving their original goal. Finally, previous studies have concluded that 
Chinese investors are relatively unsophisticated because they appear to be functionally fixated on 
reported earnings. This study could provide some evidence that Chinese investors are able to 
apprehend the quality of reported earnings. 
The rest of this paper is organized as follows. Section 2 describes the institutional 
background. Section 3 reviews the related literature. Section 4 presents the hypotheses and 
research design. Section 5 describes the samples and variables. Section 6 presents the empirical 
results. Section 7 provides results of sensitivity analyses. Section 8 concludes this study. 
2. Institutional Background 
2.1. The emerging capital market of China 
To facilitate the reform of the State Owned Enterprises (SOE) and help them to overcome 
their shortage of capital, the PRC Government first permitted Chinese enterprises to raise money 
from the capital market in the mid-1980s. In 1984 the Shanghai Municipal Government approved 
the first regulation on securities in China. Subsequently, Feilo Electronics Ltd. issued China's 
first stock, which was first traded in 1986 on the over-the-counter market. In 1990 and 1991, the 
Shanghai Stock Exchange (SHSE) and the Shenzhen Stock Exchange (SZSE) were established. 
From then on, the stockholding system has gradually become a significant vehicle for the reform 
of SOEs. The market has grown rapidly, from 13 listed firms in 1991 to 949 firms at the end of 
1999. The market capitalization increased from 10.9 billion RMB in 1991 to 2,647 billion RMB 
in December 1999. This was equivalent to 30% of China's GDP in that year, demonstrating the 
importance of the role of the stock market in the Chinese economy. 
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2.2. The development of China's accounting system and disclosure requirements on cash 
flow information 
As China's stock market grew, Chinese regulators embarked a program to develop a new 
set of accounting standards to meet the needs of lenders and shareholders. In 1992, the Ministry 
of Finance issued "The Accounting Standards for Business Enterprises" which marks a radical 
change of the Chinese General Accepted Accounting Principles (GAAP) and makes it more align 
with the International Accounting Standards (IAS). In recent years, Chinese GAAP has tightened 
up accounting procedures and many accounting regulations now conform to the IAS. To further 
standardize the disclosure and dissemination of financial information, the Ministry of Finance 
issued 32 exposure drafts of detailed accounting standards in 1998 for the guidance of the 
Chinese stock market. One of these new standards requires detailed disclosure in a firm's annual 
report on cash flow from operations (CFO), cash flow from financing (CFF) and cash flow from 
investment. In addition to cash flow calculated by the direct method, the new standards require 
cash flow calculated by the indirect method to be reported in the footnotes to the Cash Flow 
Statement. Specifically, the reported earnings are adjusted for current accrual items and non-
current accrual items, and the remainder represents the cash flow from operations. Current 
accruals include changes in inventory, receivables and payables, and non-current accruals 
represent the rest part of total accruals. 
Generally, the cash flow disclosure requirements under Chinese GAAP are quite similar 
to those under U.S. GAAP except for the differences in the classification of some cash flow 
items. For instance, dividends received belongs to cash flow from investing activities under 
Chinese GAAP, while it belongs to cash flow from operating activities under U.S. GAAP. 
Interests received is included in cash flow from investing activities in China, while it is included 
in cash flow from operating activities in U.S. Interests paid appears under cash flow from 
financing activities in China, while it does under cash flow from operating activities in U.S. 
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3. Literature Review 
3.1. Studies on the information content of cash flow from operations in mature markets 
A great deal of research in mature markets has investigated the value relevance of cash 
flow from operations (CFO). The usefulness of such information has been analyzed by running a 
regression of stock returns on CFO and the significance of the coefficients and the adjusted R^ 
serve as measures of information on CFO to investors. Prior to the issuance of SFAS No.95 
Statement of Cash Flow disclosure, studies use estimates of CFO based on financial statements 
(see Beaver, Grffin, and Landsman, 1982; Wilson, 1986,1987; Bowen et al., 1986; Rayburn, 
1986; Bernard and Stober, 1989; Livnat and Zarowin, 1990; Ali, 1994). On the whole, the 
evidence is mixed for the information content of CFO. In particular. Beaver, Griffin and 
Landsman (1982) defined operating cash flow as net income plus depreciation, depletion, and 
amortization and found the coefficient of the cash flow variable to be significant and to add 
explanatory power to the earnings variable. Wilson (1986,1987) measured cash flow using data 
from the Statement of Changes in Financial Position and made adjustments for current accruals 
in his definition of cash flows. He reported incremental information content for cash flow from 
operations. Rayburn (1986) calculated CFO by adjusting earnings before extraordinary items for 
accruals, and Bowen et al. (1987) obtained CFO by adjusting working capital from operations for 
changes in working capital accounts related to operations (other than cash). Both researchers 
presented strong evidence for a relationship between CFO and equity values. On the other hand, 
other studies show that cash flow from operations has little or no information content. For 
example, Bernard and Stober (1989) employed the same methods and estimates of CFO as those 
in Wilson (1987) but did not find the significant results over a longer period. Consistent with 
Bernard and Stober (1989)，Livnat and Zarowin (1990) reported no incremental association 
between security returns and estimated CFO, after controlling for earnings. Ali (1994) assumed a 
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nonlinear relation between abnormal returns and accounting information and reported 
incremental information content of CFO for only a subset of CFO estimates whose year-to-year 
change is small. Overall, prior research have produced conflicting results on the role of estimated 
cash flow from operations in explaining returns on stock. 
As most of the above literature used estimated CFO, Bhanson et al. (1996) argue that the 
failure to find consistent evidence of the value relevance of cash flow may be attributed to the 
different processes employed in past research for establishing estimates. They report that for 
16% of their 9,757 firm-year sample observations, the absolute difference between reported and 
estimated cash flows from operations exceeds 100% of the reported amount. Cheng et al. (1997) 
suggest that discrepancies between estimated and actual CFO may be due to the fact that changes 
in current assets and current liabilities do not always result from operating activities. Business 
acquisitions, for example, present several problems in estimating cash flow from operations. 
Some reclassifications of long-term assets as current assets and reclassification of long-term debt 
as current liabilities also introduce estimation error in estimated CFO. As a result, an estimated 
CFO may contain substantial measurement errors, and may not provide reliable information to 
investors. By contrast, a mandatory cash flow disclosure is more direct and accurate, and can 
serve as a good means for evaluating the future cash generating potential of a firm's current and 
planned investments. In their recent studies, Cheng et al. (1996,1997) and Pfeiffer et al. 
(1998,1999) using SFAS No. 95 Statement of Cash Flow disclosure find strong evidence for the 
value relevance of mandatory disclosure of CFO, even after controlling for earnings. This 
evidence suggests that the mandatory cash flow disclosures provide useful information other than 
earnings to investors. 
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3.2. Studies on different market valuations on funds-based earnings components 
Prior researchers document a strong relationship between earnings and stock return (e.g. 
Ball and Brown, 1968; Beaver, Clark and Wright, 1979). Cash flow disclosure enables 
researchers and investors to accurately disaggregate earnings into funds-based components, 
namely, cash flow from operations (CFO), current accruals (CA) and non-current accruals 
(NCA) (e.g. Pfeiffer et al, 1999). Market efficiency implies that the different implications of the 
accrual and cash flow components of current earnings for future earnings should be reflected in 
stock prices (Sloan, 1996). Some researchers also suggest that components of earnings have 
different pricing multiples, as predicted by differences in the components' persistence (e.g. Lipe, 
1986; Barth et al., 1990,1992). Disaggregated earnings have been compared in terms of their 
association with abnormal stock returns to assess how much of the information reflected in 
market prices is captured by different earnings components. This approach has been adopted by 
Wilson (1986, 1987), Jennings (1990), Bernard and Stober (1989), Livnat and Zarowm (1990), 
Subramanyam (1996)，Sloan (1996), and Pfeiffer et al. (1998,1999). Wilson (1986,1987) 
reported different market valuations for CFO and total accruals (CA plus NCA) and found a 
larger price reaction to CFO than to total accruals. Subramanyam (1996) also documented results 
similar to Wilson's {Table 3, Page 260). However, Bernard and Stober (1989) were unable to 
confirm this relation in research over a longer period by re-examining Wilson's study. Consistent 
with Bernard and Stober (1989), Livnat and Zarowm (1990) also suggested that the 
disaggregation of net income into CFO and total accruals is insufficient to improve the 
association with annual returns. Jennings (1990) extended Rayburn (1986) and Bowen et al. 
(1987) and also found only weak and inconsistent evidence that accruals are valued differently 
from CFO by investors. Sloan (1996) documented a higher market valuation on total accruals 
than on CFO and suggested that stock prices failed to reflect fully the information from accruals 
9 
and CFO concerning future earnings. On the contrary, recent studies based on SFAS No. 95 cash 
flow data found strong and consistent evidence of different market valuations for the fund-based 
earnings components. Pfeiffer et al. (1999) found that the stock market adopted a differential 
pricing of CFO, CA and NCA, after controlling for lagged stock price responses in pricing 
regressions. Moreover, Pfeiffer et al. (1998) detected significantly higher valuations of CFO as 
compared with current accruals and non-current accruals, when market expectations are 
presented using the dependency-based predictions. 
3.3. Studies on the value relevance of cash flow and disaggregated earnings in the Chinese 
market 
As mandatory cash flow disclosure was not required until 1998 in China, previous studies 
on the emerging Chinese market have to rely on estimates of CFO, and do not find significant 
results for the incremental information content of CFO. Specifically, Haw et al. (2000) found 
that estimated cash flow from operations do not have any incremental information content on 
earnings, which implies either that Chinese investors do not use cash flow information because 
they are functionally fixated on earnings or that the estimates of CFO contain significant 
measurement error. He (2000) also failed to identify a significant market reaction to information 
on cash flow from operations. She detected significant discrepancies between the estimated cash 
flow and the reported cash flow data for many firms，and attributed insignificant results to 
measurement error in the estimates of cash flow information. 
Haw et al. (2000) also discussed the market valuation on the different components of 
earnings: cash flow from operations, total accruals, discretionary accruals and non-discretionary 
accruals. They used the Jones Model to estimate discretionary accruals (DA) and non-
discretionary accruals (NDA) in earnings. They found incremental information content of CFO 
on accruals and its components, but did not detect any difference in the market valuation on 
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CFO, DA and NDA. However, given the fact that estimation of discretionary accruals and non-
discretionary accruals is complicated, it may be difficult for ordinary Chinese investors to sort 
out and apprehend these components. By contrast, current accruals and non-current accruals are 
a direct disclosure because investors can easily calculate them through the indirect method of 
cash flow disclosure. If the two types of accruals components have different impacts on the 
future earnings of a listed firm, the market can be expected to price them differently. 
4. Hypotheses and Research Design 
4.1. Hypotheses and research design on the relative and incremental information content of 
cash flow from operations 
Following previous studies, this study focuses on cash flow from operations to examine 
the relative and incremental information content of reported cash flow information in the 
emerging Chinese market. Null hypotheses are stated as follows: 
Hi： There is no relationship between annual stock returns and cash flow from 
operations. 
Hi： There is no relationship between annual stock returns and cash flow from 
operations after controlling for reported earnings. 
Hi tests the information content of cash flows relative to earnings, and H2 tests the incremental 
information content of cash flow on reported earnings. 
Firstly, a long-term association test is employed to examine the research question. A 
linear regression approach is used to relate the annual market-adjusted returns to levels of 
earnings and cash flows from operation as proposed by prior researchers such as Dechow (1994), 
Subramanyam (1996) and Pfeiffer et al.(1998, 1999). The estimated models are shown below: 
RET = a + piE + s (1) 
RET 二 a + P1CFO+ s (2) 
RET 二 a + p iE + P2CFO + s (3) 
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where 
RET = market-adjusted annual rate of return between beginning May of year 
t and end of April of year t+1, adjusted for dividends and stock rights 
E = net income in year t 
CFO = cash flow from operating activities in year t 
All independent variables are deflated by the market value of equity at the beginning of year t to 
mitigate the effects of herteroscedasticity. Following Addel-Khalik etal (1999) and Haw et al. 
(2000), I use the bottom-line earnings in models (1) and (3) to measure the impact of reported 
earnings on share value. Models (1) and (2) compare the relative information content of earnings 
and CFO. Significant coefficients on earnings (CFO) suggest new earnings (CFO) information is 
capitalized in the stock price. The adjusted R^ of the two models will be compared to identify 
which estimation explains better the variation in share value. Estimation (3) tests the incremental 
information content of earnings and cash flow from operations beyond each other. Significant 
coefficients on earnings and CFO indicate that cash flow from operations provides incremental 
information content beyond the earnings or vice-versa. 
Secondly, an event study is conducted to identify how much of the information reflected 
in the market price around the date of the annual announcement is the result of the new cash flow 
information. Although the long-term association study might provide evidence of an association 
between stock price and cash flow from operations, it is not clear whether this arises from 
investors' reactions to this specific accounting information or is simply an aggregate effect of 
market reaction to other information which could impact on stock prices during the research 
period, i.e. restructuring, M&A, etc. The event study can resolve this problem by focusing on 
short-period price reactions to newly arrived information. Empirical evidence (Ball and Kothari, 
1991; Mackinlay, 1997; Haw et al., 1990) suggests that the event study is a powerful tool to 
measure the market impact of newly announced information. However, it's difficult to detect a 
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significant market reaction to CFO because earnings and cash flow information arrive to 
investors on different dates in mature markets. By contrast, a unique disclosure system that 
requires listed Chinese firms to release all accounting information at the same date allows us to 
assess more accurately the impact of new information on earnings and cash flow at the 
announcement date. In this study, the 3-day cumulative abnormal rates of return (3-day CAR) are 
regressed on change of cash flow from operations and change of earnings. Null Hypotheses are: 
Hs： There is no significant association between 3-day CAR and change of cash flow from 
operations. 
H4： There is no significant association between 3-day CAR and change of cash flow from 
operations after controlling the effect of change of earnings on stock return. 
Similarly, H3 investigates the relative information content of CFO to earnings, and H4 examines 
the incremental information content of CFO on earnings. The estimation equations are shown 
below. 
C A R = a + piAE + s (4) 
CAR = a + PiACFO + s (5) 
C A R = a + piAE + P2ACFO + s (6) 
Where 
CAR = 3-day adjusted cumulative abnormal rate of returns around the announcement 
date of the annual report, adjusted for dividends and stock rights 
AE 二 change in net income from year t-1 to year t 
ACFO = change in cash flow from operations from year t-1 to year t 
All explanatory variables are deflated by the market value of equity at the day prior to the 3-day 
event window. Models (4) and (5) examine the relative information content of earnings and 
CFO. Analogously, the adjusted R^ of Models (4) and (5) will be compared to identify which 
estimation explains more variation of share value. Estimation (6) tests the incremental 
13 
information content of earnings and CFO. Significant positive coefficients of AE and ACFO will 
indicate that cash flow from operations provides incremental information content beyond 
earnings and vice-versa. 
4.2. Hypotheses and research design on the different market valuation on disaggregated 
earnings 
The second purpose of this paper is to investigate whether disclosed fiinds-based earnings 
components, namely cash flow from operations (CFO), total accruals (TA), current accruals 
(CA) and non-current accruals (NCA), are valued differently by Chinese investors. Current 
accruals and non-current accruals are calculated according to the indirect method of cash flow 
from operations disclosed in the footnotes to the Statement of Cash Flow: 
CA = AAR + AINV-AAP 
NCA = E - C A - C F O 
Where AAR is the change of accounts receivable; AINV is the change of inventory; AAP is the 
change of accounts payable; E is annual earning; CFO is cash flow from operations. Total 
accruals are the difference between E and CFO. I begin with estimating the long-term 
association between annual market-adjusted stock returns and the levels of the earnings 
components. Null hypotheses are: 
Hs： There is no different market valuation on cash flow from operations and total 
accruals in the long-term horizon. 
He： There is no different market valuation on cash flow from operations, current 
accruals and non-current accruals in the long-term horizon. 
Hs investigates different market pricings of cash components and accrual components of 
earnings. He examines different market valuation to CFO, CA and NCA. The benchmark 
relations are shown below: 
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RET = a + P1CFO+ P2TA + 8 (7) 
RET = a + P1CFO+ P2CA + psNCA + s (8) 
Where 
RET = market-adjusted annual rate of return between beginning May of year 
t and end of April of year t+1, adjusted for dividends and stock rights 
CFO 二 cash flow from operating activities in year t 
TA 二 The difference between earnings and cash flow from operations in year t 
CA = current accruals in year t 
NCA = non-current accruals in year t 
All independent variables are scaled by the market value of equity at the beginning of year t. 
Significant positive coefficients on CFO and TA will indicate that these two earnings 
components have incremental information on each other. An F-test will be used to examine the 
equality of two coefficients in Model (7), and a significant F value indicates that Chinese 
investors price the cash components and the accrual components of earnings differently. Similar 
tests will be conducted to examine the equality of the coefficients on CFO, CA and NCA in 
Model (8). 
Analogously, an event-window test is conducted in which 3-day CAR around the 
announcement date of the annual reports is regressed on the change of disaggregated earnings 
components. The purpose of the event study is to capture the impact of this new accounting 
information on stock prices. The null hypotheses are: 
H7： Investors do not value cash components and accrual components of earnings 
differently when the information reaches the market at annual announcement. 
Hs： Investors do not value cash flow from operations, current accruals and non-current 
accruals differently when the information reaches the market at annual 
announcement. 
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The estimated equations are: 
CAR = a + p lACFO + P2ATA + s (9) 
CAR = a + PiACFO + P2ACA + psANCA + s (10) 
Where 
CAR = 3-day market-adjust cumulative abnormal rates of returns around the 
announcement date of the annual report, adjusted for dividends and stock rights 
ACFO = change in cash flow from operations from year t-1 to year t 
ATA = change in total accruals，AT At = TAt - TAt-i 
ACA = change in current accruals, AC At 二 CAt - CAt-i 
ANCA = change in non-current accruals，ANCAt = NCAt- NCAt-i 
All of the explanatory variables are deflated by the value of equity at the close of the market on 
the day prior to the 3-day event window around the announcement date of the annual reports. 
Significant coefficients on disaggregated earnings components suggest incremental information 
content of earnings components beyond each other. Hypothesis 7 would be rejected if F-value 
for testing the equality of coefficients on ACFO and ATA is significant. Also, if the Chinese 
stock market prices ACFO, ACA and ANCA differently, I expect the F-values of paired tests on 
the three coefficients will be statistically significant. 
4.3. Research design for comparing the value relevance between cash flow from operations 
and earnings for firms which are more (less) likely to manipulate earnings 
Further exploring the usefulness of cash flow information in the Chinese market, I 
conducted a test to compare the value relevance of cash flow from operations and earnings for 
sub-sample group firms which are suspect of earnings manipulation. 
To make a rights offer in China, a listed company has to obtain approval from the CSRC. 
One of the main factors taken into consideration by the CSRC is whether the company meets 
certain minimum profitability criteria. According to the CSRC's 1996 guidelines governing 
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rights issues, the minimum profitability requirement for a rights offer is a return on equity (ROE) 
above 10% in each of the previous three years (CSRC 17, 1996). A revised guideline issued in 
early 1999 reduced the ROE requirement from 10% to 6% for each of the previous three years, 
but the average for those three years still had to exceed 10%. Since rights offering is the major 
source of long-term financing for Chinese listed firms (Haw et al.，1999), managers have an 
incentive to manipulate earnings to meet these regulatory requirements. 
The CSRC also promulgated requirements concerning information on profitability in the 
case of share suspension and delisting. The CSRC may suspend and terminate the listing of a 
company's stock if the company has incurred losses for three consecutive years (Articles 157 and 
158 of Chinese Company Law, 1993). This also provides managers with an incentive to report 
positive earnings to avoid reporting losses in the following years. 
Several studies have found frequent earnings manipulation by Chinese listed firms under 
the rigid Chinese accounting system (i.e. Haw et al., 1999; Chen and Yuan, 2000; Aharony et al., 
2000). They argue that the underlying motivation for earnings manipulation is to meet the 
regulatory requirements concerning rights offering, and to avoid delisting of their stock or going 
public. As Haw et al. (1999) suggested, a rights issue is the primary means of raising capital for a 
Chinese listed firm after its initial public offering (IPO), and it is imperative for managers to 
meet the ROE regulatory benchmark of 10%. They documented that even when overall 
economic conditions decline, the percentage of firms reporting ROE between 10% to 11% for 
the test period is three times that for the control period. They also found that firms have engaged 
in transactions involving below-the-line items to push reported earnings above the required level. 
Furthermore, firms that reported negative ROE in the prior year have used same methods to 
improve ROE above 0, thereby reducing the risk of suspension and delisting. Chen and Yuan 
(2000) also found •• 10-percent spike" of Chinese listed firms' reported ROE for 1996-1998. 
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Furthermore, they detected both “6-percent spike，，and ‘‘10-percent spike" for 1999 sample firms, 
the year in which the new CSRC guideline reduced the ROE requirement from 10% to 6% but 
still required average ROE of 10% in three consecutive years. They imply that Chinese managers 
execute non-core transactions to increase reported earnings so as to achieve the required profit 
level. Therefore, firms reporting marginal earnings around those required profit levels are likely 
to engage earnings manipulation, and therefore their reported earnings might not accurately 
reflect the true performance of the firm. 
According to the findings in Haw et al. (1999) and Chen and Yuan (2000), the following 
firms are defined as firms more likely manipulating earnings (manipulating firms): 
1. Firms reporting a loss in the previous year 
2. Firms reporting a ROE between 10 and 11% in 1998 
3. Firms reporting a ROE between 6% and 7% or between 10% and 11% in 1999 
Firms with any of the above characteristics are classified as manipulating firms in the Group 
1 (research group). The remaining firms of the sample are classified as non-manipulating firms m 
Group2 (control group), as they are less likely to manipulate earnings. 
I re-estimate equations (1) to (6) by these two groups. The empirical evidence of these 
tests can answer two important questions—whether Chinese investors discount earnings which 
are likely manipulated and in such a case，whether Chinese investors put more weight on cash 
flow from operations than on earnings. For Group 1，the adjusted R-square for cash flow as an 
explanatory variable is expected to be higher than that for earnings as explanatory variable. Also, 
it is expected that cash flow from operations have incremental information content over 
presumably less reliable earnings but not vice-versa. On the other hand, for Group 2, earnings is 
still expected to play an important role for the firm valuation. 
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5. Samples and Descriptive Statistics 
My sample firms consist of A-share firms listed on the Shanghai and Shenzhen Stock 
Exchange from 1998 to 1999 with financial industry excluded. All financial data and 
announcement dates are collected from the Taiwan Economic Journal (TEJ) Database. Sample 
firms must have the following complete financial information in the TEJ: 
1. Annual reported earnings for the 1997, 1998 and 1999 fiscal years; 
2. Cash flow from operations for the 1998 and 1999 fiscal years; 
3. Changes in Accounts Receivable, Inventory and Accounts Payable for the 1998 and 
1999 fiscal years; 
4. Announcement date of the annual report; 
5. Stock prices to calculate the annual returns on stock and the market value of equity at 
the beginning of year t; 
6. The four-day stock price around the annual announcement date to calculate the 3-day 
cumulative abnormal rate of return and market value of equity on the day prior to the 
3-day event window. 
As shown in Table 1, of the 1,809 total firm years available from 1998 to 1999 in the 
TEJ Database, 219 do not have a complete set of financial data or announcement dates, 51 do not 
have stock price data to calculate annual returns, and 38 do not have stock price data at the end 
of the fiscal year. This reduced the final sample to 1,501 firm years for the long-term association 
study. For the event study, I exclude the following from 962 total firms years available for 1999: 
155 firms without financial data or announcement dates; 21 firms without stock price data to 
calculate the 3-day CAR; and 13 firms without an equity value prior to the 3-day event window. 
The process reduced the final sample to 773 for the event study. 
In addition, the full sample was broken down into two sub-groups: manipulating firms 
(Group 1) and non-manipulating firms (Group 2). As shown in Table 2, in the full sample，there 
are 415 firm-years (183 in 1998 and 232 in 1999) in Group 1 and 1,086 firm-years (527 m 1998 
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and 559 in 1999) in Group 2. Of 415 firms-year observations in Group 1, 93 observations report 
losses in the previous year (33 in 1998 and 60 in 1999), 254 observations report ROE between 
10% and 11% (150 in 1998 and 104 in 1999), 68 observations report ROE between 6% and 7% 
m 1999. 
6. Empirical Results 
6.1. Descriptive statistics 
The descriptive statistics of the regression variables are reported in Table 3. As shown in 
Panel A, earnings (E) and cash flow from operations (CFO), scaled by beginning-of-period 
market value of equity, have mean (median) values of 0.0172 (0.0219) and 0.0087 (0.0053) 
respectively. The mean (median) of total accruals (TA) is 0.0085 (0.0103), significantly larger 
than 0. Two accruals components have opposite signs: current accruals (CA) have a mean value 
of 0.027 while non-current accruals have a mean value of-0.0182. 
Panel B of Table 3 provides statistics on change of variables for firms in 1999. AE is 
close to zero. The mean of ACFO is 0.0069, which is significantly positive. In contrast, ATA has 
a mean value of—0.0080, which is significantly negative. Two accruals components have means 
of -0.0040 and -0.0048 for ACA and ANCA, respectively. 
Panel A of Table 4 reports contemporaneous Pearson correlation coefficients between 
different components of earnings used for the association study. As flinds-based earnings 
components, CFO, TA, CA and NCA are all positively correlated with E. Among these 
components, TA has the highest correlation coefficient of 0.6498. CFO is negatively correlated 
with TA, the correlation coefficient being -0.6586，which is statistically significant. This is 
consistent with prior studies (Dechow, 1994; Sloan, 1996; Haw et al., 2000)，which show a 
strong negative relation between accruals and cash flows. Both CA and NCA are positively 
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related to TA, while these two accruals components have a strongly negative correlation 
coefficient of —0.8711. 
Panel B provides correlation coefficients of the earnings components used for the event 
study. The statistics suggest that AE positively and significantly correlates with ATA (0.4576) 
but not with ACFO (0.0591). Two components of total accruals, ACA and ANCA are 
significantly negatively correlates (-0.9534). 
6.2. Regression results of returns on earnings and cash flow from operations 
In this section, I first estimate univariate regressions individually using two alternative 
measures of firm performance —cash flow from operations (CFO) and earnings (E)‘ The 
explanatory powers of these two models are compared to assess the relative information content 
of the two performance measures. This is similar to the approach adopted by Dechow (1994) and 
Subramanyam (1996). Second, I estimate a multivariate regression including both CFO and E to 
assess the incremental information content of the two measurements. 
For a long-term association test. Table 5 displays the results of the pooled and cross-
sectional regressions on the relative and incremental information content of earnings and cash 
flow from operations. Panels A and B summarize pooled-across-years and year-by-year results 
of Models (1) and (2) testing the relative information content of earnings and CFO. Consistent 
with prior studies, the coefficients of earnings in Panel A are all significantly positive at the 1% 
level. The adjusted R-square of Model (1) is 2.43% for the full sample, 1.98% and 3.04% for the 
yearly observations, similar to those in prior studies on the emerging Chinese market. Panel B 
provides statistics on the association between stock returns and CFO. All coefficients on CFO 
are significantly positive at the 1% level, demonstrating the value relevance of cash flow from 
operations for Chinese investors. Therefore, Hypothesis 1 is rejected. The adjusted R-square of 
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Model (2) is 1.02% for the full sample, 0.98% for 1998 and 1.24% for 1999. It looks as if there is 
a substantial decrease in explanatory power from Model (1) to Model (2). To give statistical 
evidence on the different R-squares of Model (1) and (2), Panel C provides the results of a 
likelihood ratio test suggested by Vuong (1989) that allows the researcher to determine which 
model explains more of the dependent variable. As shown in panel C, significant Z-statistics for 
the full sample (2.195) and 1999 (2.040) suggest a significantly higher explanatory power of 
earnings as compared with cash flow from operations. However, there is no significantly 
different R-square between Models (1) and (2) for 1998. Overall, the findings are generally 
consistent with the conclusions in Haw et al. (2000) that the regression on earnings alone has a 
higher explanatory power than the model with cash flow from operations alone. 
Panel D of Table 5 demonstrates the results of Model (3) for testing the incremental 
information content of earnings and cash flow from operations beyond each other. The 
coefficients on earnings and CFO are all significantly positive at the conventional level. In 
particular, the coefficients on earnings are 2.099 for the full sample, 1.819 and 2.971 for 1998 
and 1999, all significant at 1% level. Meanwhile, the coefficients on CFO are 1.189, 0.697 and 
1.683 for the pooled and the yearly samples respectively, all significant at the conventional 
levels. These statistics suggest that each of earnings and cash flow from operations provides 
incremental value relevance beyond one another in explaining annual return on stock. Therefore, 
Hypothesis 2 is rejected. The result also indicates that the coefficients on earnings and CFO are 
not statistically different. The adjusted R-square of Model (3) is 3.04%, 2.65% and 3.69% for the 
pooled and the yearly regressions respectively, which is higher than the regressing returns on 
earnings or operating cash flows alone. 
In the next stage of the analysis, an event-window test is conducted in which the 3-day 
CAR is regressed on the change of earnings and cash flow from operations. As discussed before, 
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an event study is a powerful tool to measure the market impact of newly announced information. 
Table 6 displays the regression results for the 3-day cumulative abnormal rate of return (3-day 
CAR) on change of earnings (AE) and change of CFO (ACFO). As shown in Panels A and B，the 
coefficients on AE and ACFO are 0.404 and 0.154 in each univariate regression，and both are 
significant at the 1% level. The adjusted R-squares of Models (4) and (5) are 2.01% and 0.82% 
respectively, suggesting a higher explanatory power of Model (4) than Model (5). However, the 
Vuong statistic (1.052) in Panel C does not suggest a statistically significant increase in the 
adjusted R-square of earnings over cash flow from operations. 
Model (6) tests whether both change of earnings and change of CFO are associated with 
the 3-day CAR around the annual release date. As shown in Panel D of Table 6，the coefficients 
on AE and ACFO are significantly positive at the 5% level, suggesting the incremental 
information content of cash flow from operations on earnings or vice-versa. The significant F-
value indicates that the coefficient on AE (0.390) is significantly greater than that (0.141) on 
ACFO. The adjusted R-square of Model (6) is 2.67%. The overall results in the event window 
test do not support Hypotheses (3) and (4) and support the significant market adjustment to the 
newly disclosed cash flow information. 
6.3. Regression results of returns on disaggregated earnings components 
This section reports the regression results of the market's differential valuation of funds-
based earnings components. Following previous studies (i.e. Haw et al 2000), I disaggregate 
earnings into cash flow from operations and total accruals and estimate the association between 
annual stock return and these two earnings components. The estimation results, reported m Panel 
A of Table 7, indicate that CFO has a significantly higher coefficient than TA (Wilson, 1987; 
Bowen et al., 1987; Subramanyam, 1996). In particular, the coefficients on CFO (TA) are 3.289 
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(2.099)，1.779 (1.081) and 4.655 (2.971) for pooled and yearly observations, all significant at the 
1% level. The statistics show that the cash and accrual components in earnings have incremental 
information content beyond each other. Testing the equality of the two coefficients, F-values are 
statistically significant at the 5% level with 10.542 for pooled observations, 5.874 for 1998 and 
6.330 for 1999. This suggests that investors attach more weight to cash flow from operations 
than to accruals. Therefore, Hypothesis 5 is rejected. 
Analogously, this research question is also examined in an event-window test by 
regressing the 3-day CAR on changes of cash flow from operations and changes of total accruals. 
The results are similar as shown in Panel B of Table 7. The significant coefficients on ACFO 
(0.531) and ATA (0.390) indicate significant market valuation on these two earnings 
components. The F-test for the equality of the two coefficients is significant at the 1% level, 
indicating a higher market valuation on cash flow from operations than on total accruals. Hence, 
Hypothesis 6 is rejected. 
Following previous studies (i.e. Wilson, 1986; Pfeiffer, 1998，1999), I further decompose 
earnings into three funds-based earnings components---cash flow from operations, current 
accruals and non-current accruals and then regress stock return on these earnings components. 
The results of the long-term association study are reported in Panel A of Table 8. Significant 
coefficients on each earnings component in both pooled and yearly regressions suggest that each 
earnings components has incremental information content beyond each other. The F-statistics 
also indicate that the coefficient on CFO is greater than that on CA and NCA, suggesting a 
higher market valuation on cash flow from operations than on the two accruals components. The 
finding is consistent with those in Pfeiffer et al. (1999). However, F-values of the test on the 
equality of coefficients on current accruals and non-current accruals are insignificant in all of the 
24 
three regressions. This result is somewhat inconsistent with studies in mature market, suggesting 
that Chinese investors do not value the two accrual components differently. 
Panel B of Table 8 reports the regression results of the event-window test, suggesting a 
pattern similar to those in the long-term association test. First, the significant coefficient on each 
of the three earnings component shows that CFO, CA and NCA have incremental information 
content beyond each other. Second, the F-statistics suggest that investors attach more weight to 
cash components than to the two other accrual components. Third, insignificant F-value for the 
equality of CA and NCA indicates indifferent market valuation on these two accrual 
components. 
Overall, the empirical results described in this section strong imply a differential market 
valuation on the cash flow from operations and accruals components. In particular, the cash 
component of earnings is more strongly associated with stock return than the accruals 
components. However, it appears that Chinese investors do not value current accruals and 
noncurrent accruals of earnings differently. 
6.4 Regression results of the return on earnings and cash flow from operations for 
manipulating firms and non-manipulating firms 
This section investigates whether cash flow from operations capture more stock variation 
than earnings when firms are suspected of earnings manipulation. In accordance with Haw et al. 
(2000) and Chen and Yuan (2000)，the full sample is decomposed into two sub-groups (as 
described in Section 4.3). The research group (Group 1) is considered to have less reliable 
earnings due to the incentive for earnings manipulation. The control group (Group 2) is assumed 
to have more reliable earnings. 
Panel A of Table 9 demonstrates the regression results of the annual return on CFO and 
earnings by each group. It's interesting to note that the coefficients on earnings for Group 1 are 
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insignificant in each of the pooled and yearly regressions. By contrast, the coefficients on CFO 
are significantly positive at 1% level. The evidence indicates that when the quality of earnings is 
suspected, cash flow from operations provides more value-relevant information. Meanwhile, the 
adjusted R-squares with earnings alone in Model (1) are 0.1%, 0% and 0.2%, and those with 
CFO alone in Model (2) are 2.29%, 3.84% and 5.81%, respectively for the pooled and yearly 
regressions. The Vuong statistics reported in Panel B (-2.024, -1.845 and -2.466 for the pooled 
and yearly regressions) provide significant statistics on the increase in adjusted R-squares from 
Model (1) to Model (2) for the three regressions. For Group 2, the coefficients on earnings are all 
significant at the 1% level, suggesting a significant value relevance of earnings in this group, the 
opposite of the results for Groupl. Significant coefficients on CFO suggest that cash flow from 
operations is also value relevant for Group 2. However, the adjusted R-squares with earnings 
alone in Model (1) are much higher than those with CFO alone in Model (2) in this group, which 
is the opposite of Group 1. Specifically, Model (1) for Group 2 has an adjusted R-square of 
3.27%, 3.71% and 3.76%, while Model (2) has 0.52%, 0.84% and 1.08% for the pooled and 
yearly regressions, respectively. The Vuong statistics reported in Panel B are 2.930 and 1.660 
and 2.241 respectively, all significant at the conventional level. The statistics imply that earnings 
for Group 2 explains more of the stock value variation than cash flow from operations. Further 
analysis indicates that coefficients on CFO in Model (2) are not statistically different between 
Group 1 and Group 2 / 
Model (3) reports the multivariate regression results of testing on the incremental 
information content of earnings and cash flow from operations. As can be seen in Panel A of 
Table 9, for Group 1, the earnings coefficients are 0.489，0.424 and 0.729 and none of them are 
significant. By contrast, the coefficients on CFO are 2.127, 1.415 and 3.536, which are 
significant at the conventional level. Therefore, the cash flow from operations has incremental 
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information content on earnings but not vice-versa for Group 1. Turning to Group2, the 
coefficients on earnings are 2.782，1.647 and 3.614, all significant at the 1% level. Coefficients 
on CFO are 0.746, 0.592 and 1.607, also significant at the conventional level. These statistics 
suggest that earnings and cash flow from operations have incremental information content 
beyond each other in Group 2. The overall tests for the equality of the coefficients on earnings 
and CFO indicate that while the coefficient on CFO is higher than that on earnings for Group 1， 
the coefficient on earnings is greater than that on CFO for Group 2. Further analysis indicates 
that while coefficients on earnings in Model (3) are statistically different between the two 
groups, those on CFO are not different between them (See Footnotes 1). In general the results 
suggest that Chinese investors discount the quality of earnings for the Group 1 firms. Moreover, 
they put more weight on cash flow from operations which are less subjective to manipulation. 
Panel A of Table 10 reports the results for the event-window test for Group 1 and Group 
2. Similar to those for the long-window test, for Group 1, the coefficient on AE (0.378 in Model 
4) is statistically insignificant while that on ACFO (0.291 in Model 5) is significant at 1% level. 
Meanwhile, adjusted R-square of Model 4 (0.1%) with AE alone is much lower than that of 
Model (5) with ACFO alone (3.03%) although the Vuong Z-test does not provide a significant 
difference. For Group 2, significant coefficients on AE (Model 4) and ACFO (Model 5) suggest 
that the market bases its valuation on both earnings and cash flow from operations around the 
annual announcement date. Model (4) has a higher adjusted R-square than Model (5) (2.03% 
vs. 1.26%) but the Vuong test in Panel B does not provide a significant difference between the 
two adjusted R-squares. Also, statistical evidence indicates that coefficients on ACFO are not 
different between Group (1) and Group (2). 
Consistent with those for the long-term association test, the results of Model (6) including 
both AE and ACFO reported in Panel B of Table 10 demonstrate that for Group 1，CFO has 
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incremental information content on earnings but not vice-versa. For Group 2，both CFO and 
earnings have incremental information content over each other. Further analysis indicates that 
coefficients on AE and ACFO are not statistically different between the two groups (See 
Footnotes 2). Overall, the evidence suggests that Chinese investors value cash flow information 
but not earnings for firms which are suspected of earnings manipulation. On the other hand, if 
earnings data are reliable, investors use both earnings and CFO for assessing firm's underlying 
performance. 
In summary, there is strong evidence that the new mandatory disclosure of cash flow 
information has relative and incremental information content on earnings. In addition, it appears 
evident that the market assigns a higher value to cash components than to accrual components in 
earnings. However, there is no strong evidence indicating investors' different valuation on 
current accruals and non-current accruals, suggesting that investors do not fully interpret the 
different implications of these two accrual components. A further test suggests that Chinese 
investors are able to differentiate the quality of earnings when firms are suspected of earnings 
manipulation. Moreover, investors use more relevant and reliable cash flow information instead 
of earnings in their valuation process when accounting data on earnings are less reliable. 
7. Sensitivity Analyses 
7.1. Alternative measures of earnings 
The earnings measure used in this study is the bottom-line net income. Similar studies in 
mature market used earnings before extraordinary items, I thus perform a sensitivity test using 
alternative measurements of earnings, operating income and the sum of operating income and 
investing income. The results are similar to those reported in the tables. 
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7.2. Control for the effect of simultaneously disclosed cash flow from investment and cash 
flow from finance 
I also conduct a sensitivity test controlling for the effect of cash flow from investment 
and financing activities. Including these two items in models (3) and (6) as explanatory variables 
does not change the sign and significant levels of earnings and cash flow from operations. 
Neither does it improve the explanatory power of the two models. While coefficient on cash flow 
from finance is insignificant in pooled and yearly regressions, that on cash flow from investment 
is significant for pooled and 1998 regressions but insignificant in 1999 regression. 
7.3. Exclusion of loss firms 
Givoly and Hayn (2000) suggest that market tends to over-recognize bad news while 
under-recognize good news, therefore, market interpretations of accounting information could be 
different between positive-income firms and negative-income firms. To rule out the effect of this 
difference on my empirical results, I exclude 131 loss firms from the full sample and re-estimate 
the value-relevance of cash flow information. The results in Table 5 to Table 8 remain 
unchanged. Similarly, excluding loss firms from manipulating group and non-manipulating 
group does no change the results in Table 9 and Table 10. 
7.4. Use of operating ROE as an additional benchmark to classify manipulating firms and 
non-manipulating firms 
In Section 6.4，the full sample is divided into manipulating firms and non-manipulating 
firms according to their profit levels related to the CSRC's profitable requirements regarding 
right offering or share delisting. However, this ex post identification could introduce 
measurement error. For instance, some firms classified as the manipulating firms could already 
have reported 10% ROE based on "operating" income without the below-the line items. As Haw 
et al. (2000) and Chen and Yuan (2000) implied that listed Chinese firms mainly execute below-
the-line items or non-operating transactions to push up reported earnings, these firms having 
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more than 10% operating ROEs might be less likely to manipulate earnings (However, there is 
still a possibility that these firms manage earnings through operating transactions such as credit 
sales, late recognition of expenses, and related party transactions). Accordingly, I reclassify 150 
firm-years observation whose operating ROEs have already exceeded 10% from the 
manipulating group (Group 1) to the non-manipulating group (Group 2). The new estimation 
results are displayed in Tables 11 and 12 for long-window and short-window tests respectively. 
Overall, the results for the modified sub-groups are qualitatively similar to those results reported 
in Tables 9 and 10. Furthermore, I compare the explanatory powers of earnings and cash flow for 
these 150 observations. The statistics (not reported) show that cash flow information is more 
relevant than earnings for this sub-sample. 
7. 5. Validity Test for CFO: the estimated CFO for 1998 and 1999 fiscal years 
The empirical evidence in this study is inconsistent with that in Haw et al. (2000). Haw 
et al. (2000) addressed value relevance of the estimated CFO from 1995 to 1998 fiscal years and 
found insignificant results. In contrast, this study documents significant incremental information 
content of CFO on earnings based on reported CFO data. In addition, I documented a 
significantly higher valuation multiplier on CFO than on total accruals. However, the two 
multipliers are not significantly different from each other in Haw et al. (2000). The methodology 
adopted in this study is identical to that in Haw et al. (2000) except for the measurement of CFO 
and the sample period. To rule out the possibility that the difference in the results is due to such 
methodological difference, I use an identical sample of observations in 1998-99 to replicate the 
above analysis using estimated CFO. 
I first estimate cash flow from operations for fiscal 1998-99 using the exactly same 
method as that in Haw et al. (2000): 
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CFO^ = Earnings - (ACurrent asset - ACash - AShort-term lending) 
+ (ACurrent liability - AShort-term borrowing - AAccrued income tax 
-ACurrent portion of long-term debt) 
+ Depreciation + Amortization (11) 
where the change (A) is computed between year t and t-1 and CFO^ is to be standardized by the 
beginning market value of equity. Because of data missing, the final sample for the validity test 
includes 1,491 firm-year observations, slightly different from the full sample in the prior 
sections. The mean (median) reported CFO (CFO^ hereafter) is 0.0084 (0.0043), and the mean 
(median) estimated CFO (CFO^ hereafter) is 0.0340 (0.0231). Both parametric and non-
parametric tests indicate that the mean and median differences are significant, consistent with the 
evidence m the U.S. (Cheng et al, 1997). 
Panel A of Table 13 demonstrates the relation between annual stock returns and the two 
cash flow measurements for the 1,491 firm-year observations in 1998-99. The coefficient of 
CFO^ in Model (2) is significantly positive at 1% level. By contrast, the coefficient of CFO^ is 
not significantly different from zero. Similarly, while the coefficient of CFO^ in Model (3) is 
significantly positive, the coefficient of CFO^ is insignificant. Therefore, the reported, not 
estimated, cash flow from operations has incremental information content on earnings. 
Consistent with that in Haw et al. (2000), the estimated cash flow from operations has no such 
information content. The results remain the same when Models (2) and (3) are estimated 
separately for 1998 and 1999. Furthermore, the above results hold in the event window test, as 
shown in Panel B of Table 11. 
Panel C of Table 13 displays the different market valuation on total accrual and cash flow 
from operation, proxied by CFO^ and CFO^ respectively, in the long-window Model (7). As 
expected, all coefficients are significantly positive. The F-test on the equality of coefficient of 
CFQR and TA^ indicate that the two are different at 1% significance level. By contrast, F-value 
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on the equality of CFO^ and TA^ is statistically insignificant, suggesting that there is no different 
market valuation on the estimated CFO and the estimated TA, which is consistent with Haw et 
al. (2000). The results also remain the same when Model (7) is estimated separately for 1998 and 
1999. Finally, the event study results of Model (9), as shown in Panel D of Table 13, replicate 
the finding in the long-term association study. 
Above all, using the estimated CFO in my testing period, I reach the same conclusion as 
that of Haw et al (2000). Hence, the different results in my study and Haw et al. (2000) are not 
driven by the sample period difference. The results of validity tests provide convincing evidence 
that the inaccuracy in cash flow estimation has resulted in misinterpretation of value relevance of 
cash flow from operation activities. Consistent with evidence in the U.S., I find that the 
difference between the estimated and the reported cash flow from operations is significant in 
China. Specifically, the estimated CFO over-estimate listed firm's cash generating ability and is 
inaccurate in capturing firms' real performance. On the other hand, reported CFO is value-
relevant as the mandatory cash flow disclosure is direct and without measurement error. The 
results confirm the importance of the statement of cash flow in the emerging capital market of 
China. 
8. Summary 
Prior studies on the information content of cash flow from operations in the Chinese 
stock market do not find a significant association between stock returns and cash flow from 
operations estimated from data in financial statements. This study uses the mandatory cash flow 
disclosure data to re-examine the value relevance of cash flow from operations. The results 
indicate a significant association between share values and cash flow from operations. 
Furthermore, this association still exists even after controlling for accounting earnings effect on 
stock returns. The evidence suggests that the disclosure of information on cash flow required by 
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the new CSRC regulations is consistent with the fundamental information set used by the market 
in setting security prices. 
As this cash flow information enables investors to distinguish among the different 
components of earnings, this study also estimates the different market valuation of funds-based 
earnings components. Market efficiency implies that the different implications of the accrual and 
cash flow components of current earnings for future earnings should be reflected in stock prices 
(Sloan 1996). However, prior studies on the Chinese market did not find such differences in 
market valuation. Using the cash flow data disclosed in accordance with the new regulations, I 
find that cash flow from operations is more strongly associated with stock returns than are 
accruals. This evidence is consistent with previous studies in mature markets and indicates that 
the newly disclosed Cash Flow Statement is helpful to improve the disclosure system and the 
information environment in the emerging Chinese market. However, there is no evidence 
indicating different market valuation on current accruals and non-current accruals. It implies that 
Chinese investors do not fully interpret the implications of these two accrual components. 
This study also compares the value relevance of cash flow from operations and earnings 
in a group of firms which are suspected of earnings manipulation, therefore are considered to 
have unreliable earnings. The results show that for firms with unreliable earnings, cash from 
operations explains more share variation than earnings. By contrast, for firms with reliable 
earnings, earnings data have more influence on stock variations than does cash flow from 
operations. The evidence indicates that Chinese investors are sophisticated enough to detect 
listed firms' earning manipulation and also shows that Chinese investors are able to use the more 
relevant cash flow information instead of unreliable earnings in the valuation process. 
The contribution made by this paper is to document new empirical evidence on the value 
relevance of cash flow information for the emerging Chinese market. The findings have 
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implications for regulators and practitioners. For regulators, the evidence provides Chinese 
regulators with empirical evidence on the performance of the new policies on disclosure. For 
practitioners, this study suggests that cash flow information is a good alternative to earnings as a 
way of determining a firm's share value. Hence, investors should take this information into 
account when making investment decisions. 
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Footnotes 
1. To test for the equality of coefficients on CFO or earnings between manipulating group 
and non-manipulating group, I design the following models: 
R E T 二 a + piCFOM + P2CTO丽 + s (1，） 
R E T = a + PiEM + 口疋應 + PsCFO^ + P4CFO 丽 + s (2，） 
Where 
CFO^ = cash flow from operations for manipulating group 
CFO麗=cash flow from operations for non-manipulating group 
E^ = earnings for manipulating group 
E蘭 =earnings for non-manipulating group 
F-test examining whether Pi equal to P2 in model (1，）has the values of 0.870 for full 
sample, 1.538 for 1998 and 0.579 for 1999 observations. The insignificant statistics indicate 
that coefficients on CFO are not different between the two groups. F-test for the equality of Pi 
and p2 (p3 and P4) in Model (2') has the values of 7.639 (2.432), 1.114 (2.207) and 4.727 
(2.149), respectively. The evidence shows that while coefficients on earnings between two 
groups are different, those on CFO are not different. 
2. The following models are design to test the equality of coefficients on CFO or earnings 
between Group 1 and Group 2 in short window: 
C A R = a + PiACTOM + P2ACFO 爾 + s (3，） 
C A R 二 a + PiAE^ + _ 碰 + psACFO^ + P4ACFO 雇 + s (4’） 
Where 
ACFO^ = the change of cash flow from operations for manipulating group 
ACFO而=the change of cash flow from operations for non-manipulating group 
AfM = the change of earnings for manipulating group 
AF而 =the change of earnings for non-manipulating group 
F-value for testing the equality of Pi and P2 in model (3，）is 0.506, showing that 
coefficient on CFO is not different between the two groups. Also, F-value for testing the 
equality of pi and p2 (Ps and p4) in Model 4' is 0.017 (0.547), suggesting that coefficient on 
earnings (CFO) is not different between the two groups. 
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Table 1: Sample Selection 
Sample Selection N 
For long-term association study 
Total firm years covered by TEJ Database from 1998 to 1999 1809 
Less: 
Firm-years with financial data missing (219) 
Firm-years with stock price data at the end of April of each year (51) 
missing 
Firm-years with stock price data at the end of fiscal year missing (38) 
Sample firms for long-term association study (1998-1999) 1501 
For event study: 
Firms in year 1999 962 
Less: 
Firms with financial data missing (155) 
Firms with stock price data to calculated 3-day CAR missing (21) 
Firms with stock price to calculate equity value prior to 3-day (13) 
event window missing 
Sample firms for event study (1999) 711 
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Table 2: Sample Classification 
Full sample 1998 1999 
1501 710 791 
Non-manipulating Firms (Group 2) 1086 527 559 
Manipulating Firms (Group 1) 415 183 232 
Including: 
Firms incurring losses in prior year 93 33 60 
Firms reporting ROE between 10%-11% 254 150 104 
Firms reporting ROE between 6%-7% in 1999 68 - 68 
Manipulating firms are defined as firms suspicious on earnings manipulation. According to Haw et al 
(1998) and Chen (2000), these firms include those incurring losses in prior year and reporting return on 
equity (ROE) between 10%-11% in 1998 and 6%-7% or 10%-11% in 1999. The rest firms of full sample 
are included in non-manipulating firms. 
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Table 3: Descriptive Statistics of Variables 
Panel A: Descriptive statistics for variables in long-term association study 
N Mean Median Std. Dev. ^ ^ 
"RCT l ^ l 0.0040 -0.0924 0.617 -0.316 0.162 
E 1501 0.0172 0.0219 0.042 0.009 0.034 
CFO 1501 0.0087 0.0053 0.043 -0.007 0.024 
TA 1501 0.0085 0.0103 0.056 -0.007 0.031 
CA 1384 0.0270 0.0184 0.102 -0.006 0.055 
NCA 1384 -0.0182 -0.0104 0.100 -0.047 0.017 
Panel B: Descriptive statistics of variables in Event study 
N Mean Median Std. Dev. ^ ^ 
^ 00004 -0.0076 0.0603 -0.039 0.029 
AE 773 -0.0010 0.0004 0.0218 -0.005 0.005 
ACTO 773 0.0069 0.0035 0.0380 -0.009 0.019 
ATA 773 -0.0080 -0.0033 0.0427 -0.023 0.012 
ACA 640 -0.0040 0.0034 0.1393 -0.049 0.047 
640 -0.0048 -0.0089 0.1396 -0.057 0.042 
ANCA 
RET = market-adjusted annual rate of return for firm j between beginning May of year t and end of 
April of year t+1, adjusted for dividends and stock rights. 
E 二 net income in year t. 
CFO = cash flow from operating activities in year t. 
TA = total accruals, the difference between E and CFO. 
CA = current accrual in year t, CA二 AAccounts Receivable+AInventory-AAccounts Payable. 
NCA = non-current accrual in year t, NCA=E-CFO-CA . 
CARjt = 3-day market-adjust cumulative abnormal rate of returns around the announcement date of 
annual report, adjusted for dividends and stock rights. 
AE = change in net income from year t-1 to year t. 
ACFO = change in cash flow from operations from year t-1 to year t. 
ATA 二 change in total accruals, AT At = TAt - TAt—i. 
AC A = change in current accrual, AC At = CAt - CAt-i • 
ANCA = change in non-current accrual, ANCAt = NCAt - NCAm. 
All financial variables for long-term association study are scaled by year beginning market value 
of equity and those for event study are deflated by closing market value of equity at the day prior 
to 3-day event window around announcement date of annual report. 
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Table 4: Pearson Correlation Coefficients of Variables 
Panel A: Pearson correlation coefficients of independent variables in long-term 
association study 
E C ^ TA NCA 
"E r ^ 0.6498 0.2219 0.1069 
(0.0001) (0.0001) (0.0001) (0.0001) 
CFO 1.000 -0.6586 -0.1737 -0.1503 
(0.0001) (0.0001) (0.0001) 
TA 1.000 0.3073 0.1994 
(0.0001) (0.0001) 
CA 1.000 -0.8711 
(0.0001) 
NCA L ^  
Panel B: Pearson correlation coefficients of independent variables in event study 
^ ACFO ATA K^X ANCA 
foOOO 0.0591 0.4576 -0.0014 0.1334 
(0.1002) (0.0001) (0.9717) (0.0007) 
AQPO 1.0000 -0.8604 -0.1619 -0.1032 
(0.0001) (0.0001) (0.0089) 
八丁 A 1 . 0 0 0 0 0.1456 0.1595 
(0.0002) (0.0001) 
. p . 1.0000 -0.9534 
此 A (0.0001) 
1 0000 
ANCA  
E = net income in year t. 
CFO = cash flow from operating activities in year t. 
TA = total accruals, the difference between E and CFO. 
CA = current accrual in year t, CA 二 AAccounts Receivable+AInventory-A Accounts Payable. 
NCA 二 non-current accrual in year t, NCA=E-CFO-CA. 
AE -— change in net income in year t. 
ACFO = change in cash flow from operations in year t. 
ATA = change in total accruals, AT At = TAt - T At—i. 
AC A = change in current accrual, AC At = CAt - CAm . 
ANCA = change in non-current accrual, ANCAt = NCAt - NCAt-i. 
All financial variables for long-term association study are scaled by year beginning market value of 
equity and those for event study are deflated by closing market value of equity at the day prior to 3-day 
event window around announcement date of annual report. 
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Table 5:Regression Results of Annual Returns on Earnings  
and Cash Flow from Operations  
Panel A: Returns on earnings 
RET = a + piE + 8 (1) 
N Intercept E Adj. R^ (%) 
Full sample -0.0352 2.2727 ^ 
(-2.077)** (6.188)* 
1998 710 -0.0187 1.1651 1.98 
(-1.374) (3.916)* 
1999 791 -0.0512 3.2478 3.04 
(-1.716)*** (5.074)* 
Panel B: Returns on cash flow from operations 
RET = a + piCFO+ s (2) 
N Intercept CFO Adj. R" (%) 
Full sample 1501 -0.0089 1.4884 1.02 
(-0.554) (4.065)* 
1998 710 -0.0014 0.8171 0.98 
(-0.117) (2.835)* 
1999 791 -0.0244 2.2043 1.24 
(-0.830) (3.301)* 
Panel C: Relative explanatory power of earnings and cash flow from operations 
Model 1 vs. Model 2 Full sample ^ 
Incremental R卞0) O l 
Vuong's Z-statistic 2.195** 0.916 2.04** 
Probability 0.0283 0.3598 0.0417 
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Panel D: Returns on earnings and cash flow from operations 
RET - a + piE + P2CFO + 8 (3) 
N Intercept E ^ Adj.R^(%)F-value 
( P 1 - P 2 ) 
Full 1501 -0.0426 2.0998 1.1892 3.04 2.674 
sample (-2.497)** (5.675)* (3.247)* 
1998 710 -0.0190 1.819 0.6972 2.65 0.772 
(-1.405) (3.625)* (2.424)** 
1999 781 -0.0704 2.9716 1.6836 3.69 1.636 
(-2.291)** (4.591)* (2.516)** 
RET = market-adjusted annual rate of return for firm j between beginning May of year t and end of 
April of year t+1, adjusted for dividends and stock rights. 
E = net income shown in year t in annual report. 
CFO = cash flow from operating activities in year t shown in annual report. 
Vuong's Z-statistic refers to the Z-statistic from the likelihood ration test proposed by Vuong (1989) for 
nonnested model selection. A Z-statistic of 2.58 implies a significance level of 0.01 using a two-tailed 
test. 
Incremental R^  is the difference of adjusted R^  between Model(l) and Model(2). 
All explanatory variables are deflated by year beginning market value of equity. 
* (**) (***) indicates the two-sided t-test is significant at 1% (5%)(10%) level. 
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Table 6: Regression Results of 3-day CAR on Change of Earnings and 
Change of Cash Flow from Operations 
Panel A: 3-day CAR on change of earnings 
CAR = a + piAE + s (4) 
N Intercept AE Adj. R^ (%) 
1999 ^ 0.0009 0.4046 2 M  
(0.424) (4.101)* 
Panel B: 3-day CAR on change of cash flow from operations 
CAR二 a + piACTO + s (5) 
N Intercept ACFO Adj. R^ (%) 
1999 773 -0.0005 0.1543 
(-0.268) (2.714)* 
Panel C: Relative explanatory power of earnings and cash flow from operations 
Model 4 vs. Model 5 1999 
Incremental R卞0) ^ ^ 
Vuong's Z-statistic 1 皿 
Probability 0.2933 
Panel D: 3-day CAR on change of earnings and change of cash flow from operations 
CAR = a + PiAE + P2ACFO + s (6) 
N Intercept ^ ACFO Adj. F-value (p 1—2) 
1999 f l 3 - 0 . 0 0 0 0 0.3900 0.1411 ^ 4.572** 
(-0.041) (3.960)* (2.501)** 
CAR 二 3 -day market-adjust cumulative abnormal rate of returns around the announcement date of 
annual report, adjusted for dividends and stock rights. 
AE = change in net income in year t compared to that in year t-1. 
ACFO = change in cash flow from operations in year t compared to that in year t-1. 
All explanatory variables are deflated by closing market value of equity at the day prior to 3-day event 
window around announcement date of annual report. 
Vuong's Z-statistic refers to the Z-statistic from the likelihood ration test proposed by Vuong (1989) for 
nonnested model selection. A Z-statistic of 2.58 implies a significance level of 0.01 using a two-tailed 
test. 
Incremental R^  is the difference of adjusted R^  between Model(4) and Model(5). 
* (**) indicates the two-sided t-test is significant at 1% (5%) level. 
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Table 7: Relation of Stock Returns to Cash flow from Operations 
and Total Accruals 
Panel A: Annual returns on cash flow from operation and total accruals 
RET = a + P1CFO+ P2TA + 8 (7) 
N Intercept C ^ TA Adj.R^ F-value 
( % ) ( P i = 1 3 2 ) 
Full 1501 -0.0426 3.2890 2.0998 3.04 10.542* 
sample (-2.497)** (6.828)* (5.675)* 
1998 710 -0.0190 1.7791 1.0819 2.65 5.874** 
(-1.405) (4.562)* (3.625)* 
1999 791 -0.0704 46553 2.9716 3.69 6.330** 
(-2.291)** (5.487)* (4.591)* 
Panel B: 3-day CAR on change of cash flow from operations and change of total accruals 
CAR 二 a + piACFO + P2ATA + s (9) 
N Intercept ACFO ATA Adj. R^ F-value 
( % ) ( P 1 - P 2 ) 
T ^ m - 0 . 0 0 0 0 0.5311 0.3900 ^ 6.252** 
(-0.041) (4.803)* (3.960)* 
RET = market-adjusted annual rate of return for firm j between beginning May of year t 
and end of April of year t+1, adjusted for dividends and stock rights. 
CFO = cash flow from operating activities in year t shown in annual report. 
TA = total accruals, the difference between annual earnings and cash flow from operations in year t. 
CAR 二 3 -day market-adjust cumulative abnormal rate of returns around the announcement date of 
annual report, adjusted for dividends and stock rights. 
ACFO = change in cash flow from operations in year t compared to that in year t-1. 
ATA = change in total accruals, AT At = TAt - TAn. 
All explanatory variables for long-term association study are deflated by year beginning market value of 
equity and those for event study are deflated by closing market value of equity at the day prior to 3-day 
event window around announcement date of annual report. 
* (**) indicates the two-sided t-test is significant at 1% (5%) level. 
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Table 8: Relations of Stock Returns to Cash flow from Operations, 
Current Accruals and Non-current Accruals 
Panel A: Annual returns on cash flow from operations, current accruals and non-current 
accruals 
RET = a + P1CFO+ P2CA + P3NCA + s (8) 
N Intercept ^ N ^ Adj.R^ 
(0/0) 
Full 1384 -0.0403 3.5690 2.2089 2.3097 3.43 
sample (-2.313)** (7.024)* (5.588)* (5.696)* 
1998 651 -0.0044 1.8188 0.9667 0.9412 1.88 
(-0.292) (3.846)* (2.770)* (2.491)** 
1999 733 -0.0825 5.0907 3.3290 3.4316 4.60 
(-2.686)* (5.978)* (4.905)* (5.072)* 
Test of P i - p2： Test of pi二 p3： Test of p2= p3： 
Full sample: F= 11.403* F 二 9.585* F = 0.403 
1998 F = 4.835** F = 5.057** F = 0.023 
199 9 F= 7.170* F 二 6.242** F二 0.178 
Panel B: 3-day CAR on change of cash flow from operations, change of current accrual 
and change of non-current accrual 
CAR = a + piACFO + P2ACA + P3ANCA + s (10) 
N Intercept ACFO ACA ANCA Adj. R^ 
( % ) 
^ 0 . 0 0 0 1 0.4842 0.3595 0.3760 ^ 
(0.053) (3.903)* (3.184)* (3.363)* 
Test of P i - p2： Test o fp i= ps： Test ofp2 =P>3： 
F = 4.063** 3.022*** F = 0.918 
RET = market-adjusted aimual rate of return for firm j between beginning May of year t and end of 
April of year t+1, adjusted for dividends and stock rights. 
CFO 二 cash flow from operating activities in year t shown in aimual report. 
CA = current accrual in year t, CA= AAccounts Receivable+AInventory-AAccounts Payable. 
NCA = non-current accrual in year t, NCA=E-CFO-CA. 
CAR = 3-day market-adjust cumulative abnormal rate of returns around the announcement date of 
annual report, adjusted for dividends and stock rights. 
ACFO = change in cash flow from operations in year t compared to that in year t-1. 
ACA = change in current accrual, AC At = CAt - CAt.i. 
ANCA = change in non-current accrual, ANCAt = NCAt - NCAt-i. 
All explanatory variables for long-term association study are deflated by year beginning market value of 
equity and those for event study are deflated by closing market value of equity at the day prior to 3-day 
event window around announcement date of annual report. 
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